ABSTRACT: This paper summarizes the results from a study of consumer decision making in California's individual health insurance market. We conclude that price subsidies will have only modest effects on participation and that efforts to reduce nonprice barriers might be just as effective. We also find that there is substantial pooling in the individual market and that it increases over time because people who become sick can continue coverage without new underwriting. Finally, we show that people prefer more-generous benefits and that it is difficult to induce people in poor health to enroll in high-deductible health plans. [Health Affairs 25 (2006): w226-w234 
A n increasing number of policymakers and analysts advocate policies to expand the individual insurance market. Some point to the advantages this market offers consumers, in the form of increased choice of products and portability of coverage, as reasons for encouraging greater participation. 1 An invigorated individual market, they argue, can help promote a competitive, consumer-driven health care marketplace. Others seek ways to help people participate in this market, to reduce the number of uninsured people. 2 Some observers, however, believe that the individual market has inherent weaknesses, which could prevent it from serving those who need it. 3 In most states, insurers underwrite applicants, in an attempt to avoid enrolling those with very high expected costs or to charge them higher prices than they charge healthier applicants. As a result, individual coverage might not be accessible or affordable to people with high health risks. Affordability is also a general concern in this market because of high premiums and the low incomes of many market candidates. About half have incomes below 200 percent of the federal poverty level and would have to pay premiums that are almost 15 percent of their income to purchase coverage. 4 A variety of proposals have been offered to overcome these barriers and to encourage more voluntary participation in the individual market. However, until now, this market has been the subject of relatively little study. As a result, there is much disagreement about the importance of the advantages cited for this market, the extent of the barriers to participation, and the likely effects of policy proposals. 5 In this paper we summarize findings from a multiyear study of consumer decision making in the individual insurance market in California, to shed new light on these issues. We examine whether subscribers have heterogeneous coverage preferences; continuity of coverage in the individual market; accessibility for high health risks; the effect of subsidies and of changing benefit design on demand; and the nonprice barriers to purchase.
Study Data And Methods
We restricted our analysis to one state, to obtain detailed information about benefits, premiums, and choices in the market. Although our results describe experiences in only one state, we believe that this experience is likely to generalize to most states. As in most states, California has few regulations on the individual insurance market beyond the guarantees on renewal and portability required by the federal Health Insurance Portability and Accountability Act (HIPAA) of 1996. 6 Premiums and premium trends in California are similar to those in the nation as a whole. 7 California has a higher rate of uninsurance and lower rates of employer-sponsored coverage than the nation as a whole; however, trends in these rates in California mirror the U.S. experience. 8 The California individual market differs from that in most other states in the large role played by health maintenance organizations (HMOs). In addition, individual health insurance premiums in California are, on average, about 17 percent lower than the national average for single coverage and about 11 percent lower for family coverage. 9 The three largest carriers offering individual health insurance products in California, which account for more than 80 percent of such products sold in the state, agreed to provide us with detailed information about their products and enrollees. The carriers provided administrative files covering all enrollees in their individual plans during 1996-2003. These files include information about enrollees' product choices, their enrollment and termination dates, premiums paid, contract types, and the age and sex of the subscriber and covered dependents.
We completed a survey with a sample of 3,964 subscribers enrolled in the individual and family health plans offered by these carriers in late summer 2003. The survey provided us with information about purchasers' attitudes about insurance and the barriers they perceive to purchasing coverage. We also completed interviews with 409 uninsured people and their families in California, to compare the perceptions and attitudes of the insured with those of the uninsured.
Finally, our analysis used information from the California sample in two large national surveys: the Current Population Survey (CPS) for 1996-2002 and the Survey of Income and Program Participation (SIPP) 1996 panel, which covers 1996-1999. Health insurance products and prices vary over time and by geography; we used this variation to estimate how consumers' decisions to participate in the market, as measured in these surveys, respond to price. We used multivariate methods to study decisions to purchase coverage, product choices, the extent of risk pooling in the market, and turnover in the market. 10 
Study Results
We found wide variation in the actuarial value of products that people selected in the individual market in California, which indicates that preferences are heterogeneous and that purchasers derive value from having the range of choices that the individual market offers. 11 In 2002 about 25 percent of people who bought individual products enrolled in plans that would pay about 95 percent of total spending for a standardized population, and about 25 percent selected plans that would cover less than 67 percent. 12 In contrast, in the group market, there is limited choice and limited variability in the generosity of plans. 13 More direct measures also indicate that consumers value choice. In focus groups of employees, most reported a preference for a choice of health plans, although they also valued employers' role in bargaining with insurers and in narrowing the options in a complex market. 14 Data from nationwide surveys indicate that those who have a choice of health plans are more likely than those lacking a choice to be satisfied with their plan and to be satisfied that their health care needs are met. 15 n Continuity of coverage. Individual insurance, unlike employer-sponsored coverage, is not tied to a particular job, and coverage is not lost when employment circumstances change. However, the conventional view is that the individual market primarily serves to bridge short-term gaps in group coverage instead of providing long-term, continuous coverage. 16 Our study of the California market, in contrast, suggests that the market is an important source of long-term coverage for a sizable fraction of those who purchase it. About 60 percent of new coverage episodes continue more than one year, and more than 30 percent continue for more than three years (Exhibit 1). The individual market is more likely to serve short-term needs for younger than for older subscribers; among the latter, more than half of those who start a new episode of coverage in the individual market hold coverage continuously for more than three years.
n Access for poor health risks. Underwriting might prevent some high-risk market candidates from obtaining insurance because insurers are free to deny coverage. Those who obtain health insurance are in better health than those who remain uninsured. About 32 percent of those who recently purchased individual health insurance reported that an adult family member included on the policy has a chronic medical condition, and 4 percent reported that an adult family member was in fair or poor health. 17 In contrast, 45 percent of the uninsured reported an adult with a chronic condition, and 30 percent reported an adult in fair or poor health. These differences diminished only slightly when we adjusted for differences in demographic characteristics, including ability to pay, and preferences between the insured and uninsured populations. That is, even when preferences and income are controlled for, the sick are less likely to enroll in the individual market than those in better health. Nonetheless, a large number of people with health problems do obtain coverage.
Insurers may also sell policies to both highand low-risk people but separate them into different groups by plan design or by price. 18 Some argue that the very diversity of products that insurers offer is an attempt to separate risks and charge them different prices-because low and high risks will prefer different types of benefits. In addition, insurers may charge higher premiums for a given product to people with health problems than they charge W 2 2 8 2 M a y 2 0 0 6 H e a l t h T r a c k i n g people of a similar age and family structure who have no identified health problems. The health profile of new enrollees differs across plan and underwriting tier, which suggests that there is some separation of high-and low-risk purchasers (Exhibit 2). 19 HMOs and preferred provider organizations (PPOs) with generous benefits have a slightly worse risk profile than average, while the risk profile in the less generous PPOs is much healthier than the profile for all new enrollees. 20 As we would expect, the higher pricing tiers include about 50 percent more subscribers who have chronic conditions at enrollment than would occur at random. However, the distribution of health risks in the standard tier fairly closely matches the distribution of risks of all new enrollees, which indicates that a large share of families with chronic conditions pay a standard price.
Guaranteed renewal, required by HIPAA, means that those who enroll and become sick cannot be excluded from the pool, and in practice they are not placed in a new underwriting class. 21 Thus, there may be less separation of risks among longer-term enrollees than among new enrollees. The evidence on this is somewhat mixed (Exhibit 2). The less generous PPOs include fewer longer-term subscribers with newly acquired chronic conditions than we would expect at random. Thus, there continues to be a separation of risks in the less generous PPOs, even among those who acquired chronic conditions subsequent to enrollment. On the other hand, the share of longer-term enrollees who become sick who are in higher pricing tiers is about the same as their share in the population, which is consistent with a decrease in separation of risks over time as a result of health status changes.
Differences in the actuarially adjusted premium that high-and low-risk subscribers pay for their coverage incorporate the effects of both price markups over the standard premium and any differences in the quantityadjusted standard premium that are attributable to variation in average risk across plans. To make comparisons, we first adjusted the nominal premiums to control for differences in the plan benefits; we based the adjustment on the share of health care expenses that a product would cover for a standard population. We then compared the actuarially adjusted premium paid by low-and high-risk consumers. Among new enrollees, families that include an adult with a chronic medical problem pay an actuarially adjusted premium that is about 10 percent higher than the premium for new enrollees with no chronic conditions. Among longer-term enrollees, families that include an adult who contracts a chronic medical condition after enrolling in the individual market pay more than longer-term enrollees with no health problems (7 percent) but less than families with a chronically ill adult at enrollment (who pay 12 percent more than the healthy families). This is consistent with the hypothesis that pooling increases over time.
n Turnover and pooling of health risks. Although the individual market is a source of long-term coverage for a large share of subscribers, as reported above, it also serves a population of people who enroll for only a short period of time. This latter population is younger than those who enroll for long-term coverage (see Exhibit 1). It is also less likely to be in poor health. Our analysis indicates that a family that includes an adult who has a chronic condition is 20-30 percent less likely than a family without health problems to leave coverage at any given time. The health risk of an enrolling cohort will thus change over time because subscribers have different disenrollment probabilities. It will also change because of changes in health status (Exhibit 2).
n The role of price in consumers' decisions. Affordability of insurance is believed to be the most important reason that the uninsured lack coverage; thus, most policy proposals include subsidies to lower the price of insurance. 22 The empirical evidence shows that price does affect consumers' decisions in the individual insurance market, but the extent of the response depends on the type of decision (Exhibit 3). Consumers' decisions to buy individual coverage are relatively price-inelastic, so that a modest change in price will have only a small effect on the number of purchasers. A 20 percent decrease in premiums, holding benefits constant, will induce an additional 1-2 percent of market candidates to buy insur-W 2 3 0 2 M a y 2 0 0 6 H e a l t h T r a c k i n g ance, an increase of about 4-9 percent in the purchase rate.
Although price has only a small effect on the decision about whether or not to buy, it has a bigger effect on the decision about which product to buy. Among purchasers, a 20 percent decrease in the premium of a product will lead to a nearly 40 percent increase in its market share. 23 However, most of the switching will be from other plans offered by the same carrier rather than from the market as a whole. Put another way, there is some brand loyalty in choices. Thus, if a carrier lowers the price of only one product, the carrier's market share will increase by only about 2 percent. However, a change in all prices of the products offered will raise its market share by 7.5 percent (Exhibit 3).
Premium changes affect other decisions that consumers make about coverage as well. A 20 percent decrease in premiums reduces the likelihood that a person will drop coverage at any given point in time by about 15 percent (Exhibit 3) and increases the number of enrollees at a point in time by about 1.8 percent [(10.5-8.9)/(100-10.5)]. Combining the effect of a price decrease on take-up and disenrollment decisions, a 20 percent subsidy would increase the number of subscribers in the individual market by 5-11 percent and decrease the number of uninsured people by 1-3 percent. A decrease in the marginal cost of covering children on a policy also has a small effect on the number of subscribers who cover the entire family on their policy instead of leaving some family members uninsured. A 20 percent decrease in the price of covering a child would increase the number of families in the individual market who purchase whole-family coverage by about 1.2 percent-an increase of about 20,000 families with whole-family coverage.
n The role of benefit design on demand. Although insurers and public policy are promoting new product designs to try to expand the role of the individual insurance market, until now there has been little study of the importance of benefits on purchase decisions. Our research suggests that people prefer more generous benefits, but overall demand for insurance is not very responsive to changes in the benefits of policies offered in the market. We examined changes in demand as benefits change and as the premium is adjusted to account for the increased in expected payout of the plan-that is, holding constant the actuarially adjusted premium or quantity-adjusted premium. We found that a 50 percent decrease in deductibles would increase demand for insurance by about 0.5 percent and that a 50 percent decrease in out-ofpocket maximums would increase demand by 1 percent. 24 Consumers in poor health are more likely than healthier consumers to demand generous benefits. About 5 percent of healthy subscribers would switch from a plan that doubled the deductible, even if the premium were reduced to account for the lower expected claims payment. However, 7 percent of subscribers in poor health would switch. Put another way, it would take a 3 percent decrease in the actuarially adjusted price (or a 4 percent decrease in the nominal premium) to induce a healthy consumer to switch to a plan with a 50 percent higher deductible. For a riskier consumer, however, it would take a 4.5 percent decrease in the actuarially adjusted premium (or a 5.5 percent decrease in the nominal premium) to induce the switch.
n Nonprice barriers to purchasing coverage. There are nonprice barriers to obtaining coverage as well. A primary barrier is information. Choice in the individual market means that the complexity of the shopping task is also high. Our analysis suggests that reducing consumers' perceptions of the difficulty of obtaining information would increase participation in the market (Exhibit 4). For example, if one could reduce the perceived costs of search from the mean to the lowest twenty-fifth percentile of perceived information search costs, purchase rates would increase by two percentage points or 9 percent-which is equivalent "Consumers in poor health are more likely than healthier consumers to demand generous benefits."
to a 20 percent subsidy (Exhibit 3). Reducing the perceived search costs from the mean to the tenth percentile would increase participation by seven percentage points, or 30 percent. Similarly, reducing the perceived burden of disclosure requirements, the willingness to take risks, and the perception that medical care is not efficacious would all increase purchase rates.
Discussion
Our research on California's individual insurance market offers some lessons for policymakers looking for strategies to encourage more of the uninsured to participate in this market.
We conclude that tax credits and subsidies are likely to have only modest effects on the number of uninsured people. Price is a factor, but demand is relatively inelastic. A 20 percent subsidy to the price of individual insurance would reduce the number of uninsured people by at most 12 percent, or about 5.5 million people. On the other hand, we also find that tax subsidies in the individual market would not lead to an unraveling of the group market as some fear; a 20 percent subsidy in the individual market would reduce the number of workers participating in their own plan by less than 0.05 percent. At the same time, subsidy approaches will also help achieve other policy objectives-namely, promoting whole-family coverage and continuity of coverage. They are likely to be an inefficient way to achieve any of these objectives, however, because it is difficult to target subsidies only to those who would not otherwise purchase insurance for some or all family members and to those who need longer-term coverage but would leave the market because of high prices.
Our analysis confirms earlier studies' findings that there is considerable risk pooling in the individual market and that high risks are not charged premiums that fully reflect their higher risk. 25 Moreover, guaranteed renewal and underwriting only at initial enrollment appear to help promote pooling to some extent, and they protect subscribers from financial consequences associated with changes in their health status. However, the health risk of a pool might deteriorate over time because some subscribers will become sick and because people who continue coverage are more likely to be in poor health. This suggests that policies that promote pooling but also keep premiums low to encourage healthy subscribers to enroll and to continue coverage might help maintain a viable pool.
Consumers' choices are only modestly affected by benefit design changes. However, our results suggest that it will be easier to attract healthy subscribers than high-risk subscribers to high-deductible policies. Currently PPO W 2 3 2 2 M a y 2 0 0 6 H e a l t h T r a c k i n g products with high cost sharing are primarily subscribed to by those in good health, and larger premium reductions are needed to induce subscribers in poor health to switch to high-deductible plans. This suggests that there is potential for selection in consumer-directed health plans-an outcome that worries many critics of these new plans. Although most policy proposals have focused on financial incentives to expand the market, we also find that nonprice barriers, especially the costs of obtaining information, play an important role in the low rates of participation in this market. Insurers are trying new marketing strategies and new distribution channels to overcome these barriers. Public policies that would reduce the costs of information search and the burden of the application process might go as far as modest subsidies in helping expand coverage. Although the solution to the problem of information barriers is not new, some believe that online tools that make information easily accessible, deliver tailored information, and reduce the administrative complexity in obtaining health insurance will spur growth in the individual insurance market. 26 
